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CRIMINAL MONEY LAUNDERING
AND

ILLEGAL FLIGHT CAPITAL

Thank you for the opportunity to appear before the U.S. House of
Representatives Committee on Banking and Financial Services to address one
of this nation’s larger but least visible problems. | am Raymond Baker, a Senior
Fellow at the Center for International Policy, and | have recently completed a
three year assignment as a Guest Scholar at the Brookings Institution, studying
the issues of money laundering and flight capital.

What | would like to do today is discuss the parallels between criminal
money laundering and illegal flight capital, clarify some of the major components
of illegal flight capital, discuss the benefits and costs to the United States of
these fiows, provide examples of how we facilitate the receipt of dirty money into
U.S. accounts, briefly consider the case of Russia specifically, pose questions
about the utility of offshore financial centers, recommend new fundamentals for
changes in U.S. laws and regulations that will contribute to curtailing criminal
money laundering and illegal flight capital, and conclude with a broader sense of
the challenges facing the free market system in the 21st century.

Parallel Flows

The theft of funds and disappearance of resources out of Russia has
brought to world attention more vividly than at any earlier moment in history the
problems of money laundering and capital flight. Yet, what has been taking
place in and out of Russia closely resembles what has been occurring in
connection with Latin America throughout the 20th century, in and out of Africa
since the years of independence in the late 1950s and early 1960s, in the Middle
East long riven with wealth disparities and ideological shifts and in Asia in recent
decades, particularly in the last two years of the Asian financial crisis. Of equal
concern must be the severe impact of these global problems on U.S. domestic
and international interests.

The flow of laundered criminal money and iliegal flight capital passes out
of other countries and into the United States by the hundreds of billions of
dollars. As destructive as these flows are, however, they are facilitated by both



U.S. public policies and private practices. The problem is not limited to a few
institutions. It is one that the United States faces as a nation.

In order to distinguish money laundering from paraliel financial flows that
do not constitute money laundering, .it is useful to add the word “criminal,” to
assure that what is being referred to is the movement of funds that violate U.S.
anti-money-laundering legislation. This legislation specifies some 170 crimes
and malpractices which establish a predicate offense for criminal money

laundering.

The term “flight capital” generally does not encompass criminal proceeds
but instead refers to commercial and private funds being transferred from one
country to another. A distinction must be made between its legal and illegal
manifestations. The legal component of flight capital is generally after-tax
money that is properly documented as it passes across borders, and it remains
on the books of the entity from which it is transferred. Such flows are accepted
as largely beneficial to investment, trade and development, leaving aside the
question of the utility of short-term capital controls.

The illegal component of flight capital is quite different. Almost always tax
evading and therefore illegal out of the countries from which it comes, it is
improperly documented or related to a preceding or following improperly
documented transaction, and it disappears from any record in the country of its
origin. The destructiveness of these flows for both transferring and receiving
countries is now receiving long overdue attention.

The motivations for these two forms of flight capital differ. The legal
component is normally fleeing to safety and can be expected to return to the
country of origin when investment conditions are attractive. The illegal
component is fleeing to secrecy, to be accumulated in a hidden manner and, as
private bankers can attest, rarely returns to the country of origin.

Components of lllegal Flight Capital

lllegal flight capital has many elements, of which the more important
include the following:

« Corruption by foreign government officials, arising from misappropriation or
embezziement of public resources and bribes and kickbacks on government
contracts paid into or accepted as deposits into foreign bank accounts.

« Falsification of prices on import and export transactions in order to generate
a percentage or even a multiple of the value of the trade that is then paid into
a foreign bank account.



» Real estate transactions and securities trades, often between related parties
and improperly priced and paid for in order to shift money between countries,
offer creative avenues for generating illegal flight capital.

« Wire fraud, particularly emanating from ostensibly respectable but criminally
compliant banks, has become a major aspect of the problem, inundating
western financial institutions with the proceeds of ill-gotten gains.

The first two of these major components of illegal flight capital -
corruption and trade mispricing -- have been carefully studied, specifically
because both are dependent on international cooperation to facilitate their
movement. Out of other countries into western coffers has passed at least
$1 trillion in the decade of the 1990s by these two means alone, virtually every
dollar assisted by western banks and commercial firms.

The flow of corrupt money from developing and transitional economies
into the United States and Europe is estimated at a minimum of $20 billion per
year and perhaps as high as $40 billion per year. Mispriced international trade
generates a flow of money from developing and transitional economies into the
United States and Europe of at least $80 billion per year. The total of these two
components of illegal flight capital is therefore at least $100 billion per year
passing into western economies. It is estimated that no less than half is
immediately or eventually transferred to the United States -- $50 billion a year, a
half trillion dollars in this decade.

A more exhaustive examination of illegal flight capital, including an
estimate of a) the exploding wire fraud component, and b) money that flows from
developing and transitional economies directly into offshore tax havens without
immediate western commercial and financial assistance, although eventually
lodged in U.S. and European accounts, would produce substantially higher
figures, likely multiplying the total to several hundred billion dollars annualily.

Benefits and Costs

Focusing on the $100 billion per year of illegal flight capital facilitated by
the United States and Europe arising from corruption and trade mispricing, the
benefits and costs of this inflow merit clear analysis. The benefit is that it brings
that sum of money — $100 billion a year -- into western economies, at least $50
billion to the United States. The costs can be seen in the impact of these flows
on both domestic and foreign concerns.



A) Domestic

One hundred billion dollars a year in illegal flight capital coming into the
United States and Europe provides cover for a far larger amount of criminal
money laundering, estimated at $500 billion to $1 trillion per year, again half to
the United States. lllegal flight capital and criminal money laundering are two
rails on the same tracks through the international financial system. The
Treasury Department has estimated that 99.9 percent of the criminal money that
is presented for deposit in the United States gets into secure accounts. Anti-
money-laundering efforts are a failure. The United States has been
progressively pursuing various aspects of this program for more than 25 years
and cannot point to a reasonable measure of success. The easiest thing for
criminals to do is to make their criminal money look like it is merely corrupt or
tax-evading money, and when they do it passes readily into our economies.

The domestic cost of illegal flight capital results from its
removal of anti-money laundering as an effective instrument
in the fight against drugs, crime and terrorism, thereby
weakening our ability to prevail in facing some of the most
serious threats to our society.

B) Foreign

lliegal flight capital facilitated by the United States and Europe has an
equally severe impact on important foreign policy issues, as can be illustrated
with specific examples:

« Russia, of major strategic importance to the United States and Europe, has
been impoverished by the greatest diversion of resources that has ever
occurred out of any country in a short period of time -- $150 to $200 billion in
a decade by very conservative estimates, with figures as high as $500 billion
being offered. Almost every dollar of this flow has been facilitated by western
business people and private and correspondent bankers.

» Nigeria is one of the principal suppliers of oil to the United States, the most
populous country in Africa and pivotally important to the stability of that
continent. Yet, the biggest single thief in the world in the 1890s was aimost
certainly the late military dictator Sani Abacha, with $12 to $15 billion passing
out of Nigeria in corrupt and tax-evading money during his murderous five
year regime, most of this to the personal accounts of Abacha and his
immediate family members.



» Pakistan is a nuclear state in a volatile subcontinent, where corruption and
tax evasion are so rampant and the economy so depressed that these
conditions contributed to a coup d'etat, upsetting the nation’s tenuous hold
on democracy.

« From Mexico the flow of drugs into U.S. cities and economically depressed
aliens across borders presents what many consider to be one of our principal
foreign policy challenges. Yet, we legally give “white glove treatment” to high
status criminals moving drug and bribery proceeds out of our southern
neighbor. '

» China could be the next country destabilized by corrupt and tax-evading flight
capital. Semi-official estimates provided in Beijing suggest that already $10
billion a year, probably more, in illegal funds is passing out of the country.
The possibility exists that, as China integrates more into the world economy,
such flows could grow to $20, $30 or $50 billion a year, potentially repeating
the Russian scenario.

In these and a great many other states, facilitation of the movement of
corrupt and tax-evading money drains hard currency reserves, heightens
inflation, reduces government revenues, worsens income gaps, cancels
investment, hurts competition, limits free trade and solidifies the permanence of
poverty. And it does this at a time when growth in the rest of the world is of
rising importance to the economic prosperity of the United States.

The foreign cost of illegal flight capital is manifest in its erosion
of U.S. strategic objectives in transitional economies and
undermining of progress and stability in developing countries
comprising two-thirds of the world’s population.

For many years an implicit cost-benefit analysis has suggested that the
inflow of illegal flight capital to the United States is beneficial. The time has
come to question this assumption and subject it to searching reappraisal. ltis
highly uniikely that a case can be made showing that these types of inflows bring
a net gain to America.

Examples of Facilitation

The word “facilitate” has been used at several points above in reference
to U.S. and European activities that encourage and enable the flow of illegal
flight capital out of transitional and developing economies into western assets.

A selection of examples of ambiguities and contradictions in policies and
practices, focused primarily on the United States, will serve to illustrate the point.



The United States has enacted cash deposit reporting requirements and anti-
money-laundering legislation, beginning some 25 years ago and expanding
since. In contrast, Treasury Department officials have stated on multiple
occasions that it is U.S. policy to attract flight capital out of other countries,
with little or no heed paid to whether or not it is tax evading.

The United States requires a customs declaration to be filed in connection
with imports and exports into and out of the United States, and it is an
offense to file a false declaration. Yet, in practical terms the customs
declaration is signed by a freight forwarder, not by the buyer or seller, and so
long as it accords with the commercial invoice accompanying the transaction
it is rarely challenged by the U.S. Customs Services. Because of this laxity,
trade mispricing in the form of commissions, rebates and kickbacks is the
most commonly utilized method of generating illegal flight capital, in
hundreds of thousands of transactions handled by U.S. commercial firms and
banking institutions.

A perception of tax evasion is expected to generate a Suspicious Activities
Report (SAR) in U.S. banks. Yet, when an exact percentage of proceeds
from an international trade transaction is taken out of the domestic party’s
account and deposited into the foreign party’s account within the walls of the
same bank, even transaction after transaction, no SAR is filed, although from
long experience the bankers and business people involved know full well that
tax evasion is an outcome of these kickbacks.

The United States has enacted an Advance Pricing Agreement that makes it
difficult for foreign multinational corporations with local subsidiaries to
misprice trade in order to take tax-evading money out of the United States,
placing the onus for demanded clarifications squarely on the suspected
evader. Yet, U.S. regulations are, across the board, far more
accommodating to mispricing that brings corporate tax-evading money from
other countries into the United States.

The total amount of foreign aid from the United States, other Organization of
Economic Cooperation and Development (OECD) countries and the World
Bank combined is about $50 billion per year. Yet, this $50 billion inflow to
developing and transitional economies is completely offset by the $100 billion
which illegally flows back out of other pockets in those same countries with
U.S. and European assistance.

No contradiction is more glaring than in connection with the issue of
corruption. The Foreign Corrupt Practices Act makes it illegal for Americans
to bribe foreign government officials. Yet, it is not illegal for private bankers
and financial advisors to call on foreign government officials, including those
perceived to be corrupt, and offer to assist them in moving, consolidating and



managing ill-gotten gains in foreign bank accounts. What U.S. law conveys,
in effect, to American business people, financial advisors and bankers is, do
not bribe foreign officials; however, if wealthy foreign officials are
encountered, including those suspected to be corrupt, then the United States
wants their money.

» Officials from Treasury, Justice and State departments, the Federal Bureau
of Investigation, the Drug Enforcement Administration and the United States
Agency for International Development frequently meet with foreign leaders
and officials to discuss and offer assistance in addressing issues of drugs,
crime, corruption and terrorism. Yet, these earnest efforts are severely
undercut when commercial traders and private bankers initiate or respond to
the desires of corrupt foreign officials or corporate tax evaders to move illicit
funds into U.S. bank accounts.

For these reasons and more, the perception is very widespread in
developing and transitional economies that the West - the United States and
Europe in the main - is not serious about reducing the profitable part of its
business which flows from the accumulation and management of the proceeds of
- corruption and tax evasion.

The Russian Case

Every known method of generating and facilitating resource outflows has
been utilized in the Russian situation, stripping the country of assets and
liquidity with breathtaking speed. While some may regard this as a worthwhile
result, assuring that communism and state ownership are unable to resurrect, it
can more reasonably be argued that the bitterness engendered among Russian
people is likely to take decades to dissolve.

The principal mechanism used to produce flight capital in the late 1980s
and through much of the 1990s was the widespread practice of trade
manipulation. For years, oil, gas, minerals, diamonds, gold and basic
manufactured goods were exported, and payments were made abroad primarily
in Europe, and nothing was remitted back to Russia, constituting in effect a 100
percent flight capital component on such transactions. At a point in the mid
1890s, the Russian central bank announced that exporters would be required to
remit 50 percent of their proceeds within 180 days of receipt out of the country.
Commercial banks were expected to monitor export transactions and inform their
customers of the due dates of remittances. However, banks had no obligation to
report on exporters who ignored the advice, and the practice of retaining 100
percent of export proceeds abroad continued. More recently, in 1998 the central
bank required 75 percent of export proceeds to be remitted within S0 days and
enacted some monitoring mechanisms. Russian exporters have reacted to this
by employing the standard method of underpricing their shipments, so that the



total value does not appear on trade documents and therefore healthy kickbacks
constituting the undocumented portion of the purchase price can still be paid
abroad. Thus, manipulation of trade prices and commercial documentation, a
commonly used procedure in other countries as well, has devastated the
Russian economy, impoverished much of the population and postponed
economic recovery for decades.

Could this situation have been avoided? Yes, with the device created

long ago to handle such problems, the confirmed letter of credit. This would
" exist between a Russian bank representing the export seller and a foreign bank

representing the import buyer, whereby the foreign bank guarantees to the
Russian bank that full proceeds will be remitted within days of passage of title for
the goods shipped. Coupled with even the most casual price verification of
export documents and marginal scrutiny of transactions of exporters selling to
their own importing subsidiaries abroad, hundreds of billions of dollars which
have escaped from Russia could have been very substantially curtailed.

Who should have put in place a requirement for letter of credit terms on
export shipments? Certainly the Central Bank of the Russian Federation. Butin
the absence of the necessary political will, then the International Monetary Fund
and the World Bank had both the opportunity to insist on use of standard trade
practices and an obligation to do so. The West should be encouraging adoption
of the norms of the free market system instead of cultivating the aberrations of
the free market system. Failing to do so, accountability must be apportioned.

Offshore Financial Centers

The greater part of dirty money, out of Russia as well as out of other
transitional and developing economies, is generated transactionally. Such
transactions, more often than not, produce balances in the first instance in
western banks. These balances are then frequently spirited out of western
deposits, perhaps through labyrinth channels, and put into obscure havens.
Secrecy havens are not usually involved in original transactions but instead offer
a temporary or long-term resting place for purloined proceeds, accumulated and
maintained beyond the scope of adequate regulatory review.

The question to ask is, why should the United States accept
correspondent banking relationships and overnight deposits from such havens,
whether offshore financial centers or bank secrecy jurisdictions? Two answers
are offered. First, it is argued that, “If we don’t take the money, someone else
will.” Second, the case is made that a portion of the correspondent relationships
and deposits out of offshore financial centers is legitimate, and we lack the
means of distinguishing illegal from legal funds from all such jurisdictions.
Resolution of this issue centers on the cost-benefit analysis earlier called for. If



a persuasive analysis cannot be formulated showing that these flows, illegal
combined with legal, strengthen our society and economy and foreign priorities,
then a reversal of U.S. policy recommends itself.

The position of the United States should be that we will accept no money
from offshore financial centers and bank secrecy jurisdictions unless their
regulatory mechanisms meet U.S. anti-money-laundering approval.
implementing such a policy should proceed in three phases. First, so called
“brass plate” banks operating out of foreign jurisdictions, doing no local business
and unregulated by competent authorities, should lose their correspondent
account privileges immediately. Second, upon publication of a list of non-
cooperative financial jurisdictions by the Financial Action Task Force (FATF),
anticipated in June 2000, each jurisdiction named should be given a time frame,
e.g., 12 to 18 months, to establish and place in effective operation anti-money-
laundering procedures which meet U.S. approval, or, in the absence of such,
U.S. correspondent banking privileges will be forfeited. Third, upon publication
of a list of jurisdictions classified as tax havens by the OECD, also anticipated
shortly, each jurisdiction so named should likewise be given a specific time
period to meet U.S. satisfaction in anti-money-laundering efforts or lose U.S.
corespondent banking privileges.

The message emanating from the United States to offshore financial
centers and bank secrecy havens would be straightforward -- you cannot do
banking business with the United States unless your anti-money-laundering
standards meet U.S. approval. For U.S. corporations that maintain accounts in
offshore financial centers, the message would be equally clear — you can do
business only in those centers which have passed U.S. muster. For other G-7,
OECD and FATF partner countries around the world, the message would be
unambiguous -- we no longer want our “fair share,” an expression used by a U.S.
official, of ili-gotten gains and are prepared to forego such receipts while working
to reduce the problem of dirty money on a global scale.

Fundamental Redirection

As we distance ourselves from those who harbor ili-gotten gains, we must
cease to harvest ill-gotten gains. While there are no simple solutions to the vast
range of complexities in this problem, there are fundamentals that should be
incorporated into freshly structured approaches.

The first fundamental is a decision that we, as a society, do not want dirty
money in our financial system. That decision has not been taken, as evidenced
by the many ways in which we facilitate movement of such money into U.S.
accounts and the many contradictions in U.S. law that permit and encourage
such inward transfers. Even though all the mechanisms are not in place to



prevent the inflow of illicit proceeds, harm is caused when we are ambiguous as
to our underlying intent, confirming to people around the world that America
welcomes their money virtually regardless of derivation.

The second fundamental is bringing the U.S. position clearly to the
attention of the rest of the world. This should include two quite straightforward
steps: A) U.S. financial institutions should inform all foreign account holders that
it is against U.S. policy to receive criminal, corrupt or commercially tax-evading
money into U.S. accounts. B) Foreign account holders should be asked to sign
periodically an acknowledgment that they have been so informed, that their
account activity constitutes money that has been legally earned and legally
transferred and that they are aware of penalties for making a false declaration.
Such a statement required of foreign account holders will have little or no effect
on the legitimate activities of firms that are abiding by the laws of countries
where they do business. It will, however, have substantial effect on those who
have been transferring corruptly derived or commercially tax-evading flight
capital to our shores, encouraging them to cease such activities when dealing
with U.S. financial institutions or take such proceeds to other depositories.

The third fundamental is consistent application of regulatory
requirements. The records of every foreign account, whether within banks,
securities dealers or other types of financial institutions, should contain a signed
report by an officer attesting to inquiries and examinations confirming that
deposits and inward transfers to these accounts (possibly above a threshold
amount such as $10,000) have been scrutinized, including through third parties,
to reasonably assure that such inflows comprise money that has been legally
earned and legally transferred. Large accounts and the accounts of all foreign
government officials should require two such reports. The situations involving
Citibank that recently were highlighted in hearings before the Permanent
Subcommittee on Investigations of the Committee on Governmental Affairs of
the U.S. Senate, revealing severe lapses in anti-money-laundering efforts
involving account holders in Mexico, Nigeria, Gabon and Pakistan, would have
been prevented by such procedures and should not now be allowed to recur.
Consistency in application of clearly laid out oversight requirements placed upon
foreign accounts will have a major impact on reducing abuses of U.S. banking
and financial privileges.

The fourth fundamental that should guide redirection of U.S. policy on this
issue is flexibility, allowing for temporary exceptions to standard policies.
Friends of the United States who face violence, kidnap, threats or political
harassment should be able to make emergency transfers from which personal
drawings are allowed, while review of the circumstances of the exceptional
arrangement progresses over a period of months. Provision for immediate
handling of transfers in such cases will bolster cooperation with the broader
regime of U.S. anti-money-laundering efforts.



